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THE FIRST YEAR OF THE NEW BANKING SYSTEM 

MEMBERS of the Federal Reserve Board took the oath 
of office on August 10, 1914. On November 2 the 
first instalment of capital stock in the new federal 
reserve banks was made payable. The banks themselves were 
formally opened on November 16. A year, roughly speaking, 
has thus elapsed since the actual inauguration of the new sys- 
tem in practice. This year has not, however, been a year of 
complete operation. Owing to the international financial prob- 
lems which pressed for attention at the time the Board was 
appointed, it was necessary to spend many weeks in emergency 
work before thought could be directly given to the task of 
organizing the banking system. Even then the decision to 
open the banks without further loss of time in order to meet 
existing needs and to relieve the reserve situation meant that 
their engaging in business on the sixteenth of November must 
be nominal only, and that subsequent to that date a consider- 
able period must elapse before even the most fundamental 
regulations governing their conduct could be established on a 
uniform footing. While, therefore, there has technically been 
about a year of experience with the new system as such, there 
has been considerably less than a year of actual operation of 
the banks. Some functions assigned to them by law have not 
yet been undertaken at all. The time, however, has been suf- 
ficient to indicate many things that may be expected of the 
new system, to show where certain of its principal problems 
will lie, and to suggest the nature of its further development in 
sundry directions both in law and in business practice. 

I 
Both logically and chronologically, a review of experience 
in opening the federal reserve system deals first with organiza- 
tion. First of all, predictions made by opponents of the fed- 
eral reserve system with reference to the probable character of 
the personnel of the new institutions have been without foun- 
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dation. The Federal Reserve Board itself has never been 
governed by partisan considerations in its choice of employees. 
The personnel of the several banks, so far as its selection lay 
within the power of the Board, has also been chosen upon its 
merits. In the business transactions of the banks there has been 
no opportunity for the exhibition of party preference ; and, so far 
as can now be seen, no such opportunity is likely to be afforded. 
The banks themselves deal primarily with their stockholding 
corporations, which are traditionally " soulless " and tradition- 
ally free from party preference. The only question which has 
actuated them in the granting of loans is the soundness of the 
paper presented ; and he would indeed be an acute critic who 
could find at any of the federal reserve banks a sound basis 
for complaint of any favoritism or nepotism beyond that which 
exists in any humanly organized institution. 

The question how satisfactorily the new type of banking 
organization has operated is more difficult. It is not enough 
to be clean or free of partisanship; a business organization 
must be efficient as well. In essence, the Federal Reserve Act 
seeks to eliminate red-tape administration by placing within the 
hands of the several banks the actual work of practical banking, 
leaving to the Federal Reserve Board itself only those general 
duties and that exercise of supervisory authority which can be 
maintained with a small staff of trustworthy employees. The 
Federal Reserve Board from the beginning of its existence 
perceived the possibilities of this arrangement, and has from the 
outset sedulously striven to abstain from interference with 
routine business at the several banks, with the selection of per- 
sonnel, or with any matter which could properly be placed in 
the hands of the banks themselves. This policy has resulted in 
the choice by the several banks of their own staffs, wholly free 
of interference on the part of the Federal Reserve Board, al- 
though the Board has, in the case of the higher officers, freely 
given its advice when requested. The Board has not only, as 
already noted, chosen its own staff without reference to political 
considerations, but has made the choice under a system of 
selection as rigid and careful as that employed by the Civil 
Service Commission. A number of employees who had been 
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chosen by the Reserve Bank Organization Committee were 
transferred automatically to the staff of the Reserve Board ; but 
in this transfer the Board merely accepted what it found. Its 
own selections have been made in the way already indicated. 
The Board, moreover, has largely reduced the size of the staff 
employed by the Organization Committee, and, as compared 
with other government bodies, its expenses, as will later be set 
forth, would unquestionably be considered very moderate. At 
the several banks efforts have in most cases been made to keep 
expenses to a reasonable level and not to employ supernumera- 
ries. 

From the larger standpoint, also, the general working of the 
organization has, in the main, been effective. Shortly after the 
banks were opened there was a period during which action upon 
the numerous questions presented to the Federal Reserve Board 
was not immediate, owing to the fact that many factors still 
had to be ascertained and much information collected concern- 
ing conditions in the several districts. Without due investiga- 
tion, any ruling that might have been issued would have lacked 
uniformity and would probably have been subject to extensive 
change at a later date. The delays which then occurred, there- 
fore, may be regarded as unavoidable, and they have for the 
most part been eliminated during recent months. In fact it is 
the testimony of many who are directly affected by the Board's 
work that it has succeeded in obtaining unexpectedly prompt 
action, and has avoided delay to a degree that has enabled the 
banks to act with at least reasonable speed upon the applications 
of their customers. As for the banks themselves, there was at 
first in the minds of many of their members the thought that 
they — like the Board — would be red-tape institutions, operated 
under such conditions that business men could hardly hope to 
get accommodation from them save in times of necessity and 
under conditions that would not make it worth while for them 
to attempt the maintenance of regular relations. This predic- 
tion, wherever it was made, has failed of verification. Not 
a few of the federal reserve banks have done exceptional edu- 
cative work in explaining to their members what they must do 
to secure prompt and effective attention in their applications 
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for rediscounts. All this has taken time ; but it is today ad- 
mitted that in many instances the service rendered by the re- 
serve banks is as prompt and satisfactory as that rendered by 
the larger correspondent banks of the cities, and that there is 
no reason why a member bank possessed of discountable paper 
should not confidently count upon the accommodation that it 
desires, without undue delay and at a minimum of expense. 

In the relations between the several banks and the Federal 
Reserve Board there has been at times, no doubt, some differ- 
ence of opinion upon points involving current operations. 
These divergences have been of minor importance except as 
to the question to what extent the weekly discount rates may 
be considered under the direct control of the Federal Reserve 
Board. Whatever doubt has properly been entertained on this 
point has, however, been dissipated by the definite position 
assumed by the Board to the effect that discount rates can not 
become effective without its approval, and that the scope and 
purpose of the Act, as such, undoubtedly give it the right to 
make suggestions as to the general discount policy of the sev- 
eral banks. To get a more conclusive ruling than this it would 
be necessary to take the matter to the courts for the purpose 
of making a test case. Pending, therefore, the development 
of some larger issue of controversy than has exhibited itself in 
the past few months, it may be fairly said that the different 
members of the federal reserve system have worked together 
smoothly and without more than an occasional hitch. It may 
be added that this smoothness of operation may be expected to 
increase as time goes on, and the regulations laid down by the 
Federal Reserve Board are better understood and complied 
with. 

II 

Students of banking in its theoretical aspects, however, will 
be only secondarily concerned with the practical mechanics of 
the reserve system. They will naturally ask what has been done 
by the Federal Reserve Board toward the standardization of 
commercial paper and the improvement of lending conditions 
in the United States. This was one of the first problems to be 
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attacked. In Circular No. 13, Series of 1914, regulations were 
laid down for the management of loans by member banks, which 
prescribed the conditions under which commercial paper could 
be accepted as a basis for advances. Circular No. 13 was, 
however, found to be unacceptable. It called for the making 
of elaborate financial statements, and it applied a more or less 
stereotyped method of judging the financial responsibility of 
applicant banks and of their borrowers. Experience has seemed 
to show that this circular was in advance of the time and that, 
before attempting so great a step forward, it would be necessary 
to pass through intermediate stages. This belief was the result 
not only of failure on the part of the small banks to take ad- 
vantage of the opportunity for rediscount, but was also based 
upon the opinion of competent critics and students of the 
general situation. The consequence has been the issuance of 
Circular No. 3, Series of 1915, in which conditions of com- 
mercial credit, to be used as a basis for accommodation at fed- 
eral reserve banks, have taken different shape, at least for the 
present. From a reading of this circular it will be seen that 
the Federal Reserve Board has, for loans below $5000, prac- 
tically accepted the guarantee of the member bank, leaving it 
to such bank to determine through its own methods whether or 
not the paper offered to it is of such a nature as to insure con- 
formity to the standard laid down in the Federal Reserve Act 
itself. Above $5000, the requirement of a suitable statement 
on the part of the borrower remains ; but the Board has not as 
yet prescribed a form of such statement. Most of the reserve 
banks have, however, on their own responsibility, developed 
forms of statements which have had the tentative approval of 
the Board, and which constitute a decided advance over the 
practice prevailing in the past. The informal rulings of the 
Board which have been issued in the process of defining differ- 
ent kinds of commercial paper, and in settling various issues 
that have arisen from time to time between the reserve banks 
themselves as well as between them individually and their mem- 
bers, have laid a firm foundation for future work ; and there is 
reason to believe that the next two years will see very decided 
progress toward the goal that has been held in view by those 
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who wish to see the commercial paper of the country placed 
upon a safer and more uniform footing. 

It is natural that more rapid progress than this should have 
been made in those fields of business which involved an in- 
novation. The Federal Reserve Act provided for the acceptance 
of bills of exchange by member banks and for the discounting 
of their bills by federal reserve banks, thereby introducing a 
practice which had been impossible under the national banking 
system. The example thus set in the Federal Reserve Act has 
been copied by many states, and today several of them have al- 
ready introduced similar provisions into their laws. Under 
circulars Nos. n and 18, Series of 191 5, the Board has practi- 
cally standardized these acceptances by providing their content, 
the character of security by which they must be accompanied 
and the nature and number of the endorsements required in 
connection with them. In other circulars there has been an 
attempt to describe and provide for different types of commer- 
cial paper with a view to encouraging the introduction of new 
business practices and the improvement of old ones. In the 
circular relating to trade acceptances (Circular No. 16, Series 
of 191 5) the Board has pointed a way to the further develop- 
ment of the kind of two-name paper which is most widely used 
in Europe, and has endeavored to encourage the use of such 
double-name drafts by aiding in the establishment of specially 
favorable rates for them at federal reserve banks. Under the 
provisions of the Federal Reserve Act it is required that loans 
be made upon paper protected by warehouse receipts, and such 
provisions have been made by the Board in the circular relating 
to commodity paper (Circular No. 17, Series of 191 5), where 
it is sought to meet the requirements of the section of the Act 
referred to. By way of rendering this circular and the provi- 
sions on which it is based really effective, it has been necessary 
to do a considerable amount of accompanying work designed 
to promote the adoption of uniform warehouse legislation, and 
the issue of warehouse receipts against staple products in satis- 
factory form. As yet the business public has shown but a 
limited disposition to conform to the practices laid down in the 
circular on trade acceptances, while the farm borrowers of the 
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South and West have not had time to demand or compel the 
extensive revision of warehouse legislation on a standard and uni- 
form basis. The acceptance business, despite the stimulus due 
to the change in the foreign trade position of the United States, 
has developed comparatively slowly, only a few banks, situated 
largely on the eastern seaboard, choosing to participate actively 
in its development. It may be said, therefore, that the federal 
reserve system has only begun the task of bringing about or 
facilitating : 

( 1 ) The furnishing of uniform and enlightening borrowers' 
statements based upon substantially identical accounting stand- 
ards. 

(2) The development of the older and European type of 
two-name commercial paper based upon the sale of goods, the 
same to take the place of single-named paper based on open 
accounts. 

(3) The development of satisfactory warehouse systems and 
certificates designed to show the existence in properly protected 
form of staple products, shortly to enter into consumption, and, 
as such, suitable protection for bank loans. 

A beginning has been made in three directions and in others 
which may be considered ramifications of them. Great interest 
in the efforts of the Board in the directions suggested has 
already been shown, not merely, by bankers, but by organi- 
zations of business men and credit experts. The board has 
clearly afforded a center of leadership and influence for those 
who have long desired to see development in the directions 
indicated. It may be expected that when the first inertia has 
been overcome, the movement toward the standardization and 
unification of the various forms of commercial paper will be 
increasingly rapid ; and that the efforts of the Board, backed by 
those of the twelve federal reserve banks, coupled with the 
knowledge on the part of the borrowers that lower rates can be 
secured by recasting their paper in the forms suggested, will 
do much toward accelerating and ultimately attaining the desired 
object. 
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III 

Perhaps no one feature of the Federal Reserve Act had re- 
ceived so much attention prior to the organization of the new 
banks as its provisions regarding the rate of discount. During 
the agitation for the Aldrich or Monetary Commission Bill, 
much was said of the supposed necessity of developing a uni- 
form rate of discount applicable to the whole country. The 
Federal Reserve Act was framed upon the theory that such a 
uniform rate of discount was neither practical or desirable for a 
country possessed of so great an extent of territory as the 
United States, and containing within itself so many different 
industrial conditions and such widely varying demand for, and 
supply of, capital. Since the banks were opened there has 
been opportunity to test many of the theories which were pro- 
pounded by those who discussed the discount question prior to 
November 16, 1914; and it is probable that there is today, as 
a result of the experience evolved in the operation of the new 
system, a better knowledge of this problem than has heretofore 
been available. 

Briefly stated, the situation as to discount rates throughout 
the country has heretofore been as follows : A small number of 
large banks, most of them situated in New York, and some in 
other large cities, have made a practice of developing the dis- 
count business for banking customers. Themselves designated 
as " reserve agents," they have held the reserves of the other 
banks of the national system, and have attempted to develop their 
own resources upon central banking principles. How far they 
succeeded may be realized from the fact that one institution has 
had at times about six thousand country correspondents, national 
and state — that is to say, other banks holding business relations 
with it, and in most cases depositing a part of their reserves 
with it — while others have at times had nearly as many. Some 
competition has existed between these large banks, but " bank- 
ing ethics " has prevented an undue development in such a 
direction. In consequence, rates of discount have been fixed 
practically upon the basis of what the traffic would bear and 
loans have been made practically upon a collateral system. 
On this basis, rates have varied widely, and, on the whole, have 
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been high; at times, however, they have been very low, if 
conditions were such as to lead the city banks to seek to push 
out more funds into current use. The organization of the fed- 
eral reserve system has changed the situation in two ways. It 
has offered to the banks of the country the opportunity of ob- 
taining rediscounts by actually presenting specific items of paper, 
not as collateral but for the purpose of obtaining a bona-fide 
rediscount in each and every case. Further, it has established 
throughout each federal reserve district a definitely known rate 
of rediscount, published each week, and available to all member 
banks upon exactly the same conditions. The effect of this 
change has been important. It has tended to bring about the 
standardization of rates by city banks on a level substantially 
similar to that fixed by the federal reserve bank in the district 
in which the rate was offered. It has thus given to borrow- 
ing banks a standard of comparison which in the past they 
have never possessed. They now know that by going to the 
federal reserve bank with a given carefully described kind of 
paper, they can get a thirty-day accommodation at, say four 
per cent. In the past they have usually learned from their 
financial journals that " prime " commercial paper could be dis- 
posed of at, say four per cent, while *' good to fair " was con- 
siderably higher; but they have too frequently found when 
presenting their paper that it was of the good to fair variety, 
and, as such, necessitated the payment of the higher rate. Dis- 
count rates throughout the country have undoubtedly been ab- 
normally low ever since the autumn of 19 14. The Federal 
Reserve Board has recognized this fact, and has constantly 
endeavored to avoid making them lower than they should have 
been. It is therefore impossible to say as yet whether the 
effect of the federal reserve system has been the much desired 
lowering of rates of interest. What is certain is that the banks 
have had their discounts at a very low rate, and that they have 
obtained these discounts under standard conditions that they 
probably could not have hoped to obtain without the new sys- 
tem. It should be added that in three at least of the existing 
districts the system has been severely tested, and its capacity to 
meet the needs of member banks and relieve them by redis- 
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counts has been demonstrated. Such banks fully appreciate 
the effect of the system in securing them stable and reasonable 
rates of accommodation. 

All this, however, has had to do merely with the rate of 
interest paid by one bank to another. What the public is prone 
to inquire is whether the new system has succeeded in reducing 
the rates to the customers of the banks. To this it may be 
answered that anything that results in reducing the rate of 
interest a bank has to pay, tends in due time to reduce the rate 
of interest it can charge. Further, the fact that individuals 
know that their bank is able to rediscount a given note at, say 
four per cent, necessarily makes them unwilling to pay an ex- 
cessive advance over that rate. Business men who at present 
understand that their paper falls within the requirements of the 
Federal Reserve Act, are able to demand and do in practice 
exact a rate on such paper corresponding roughly to the rate 
fixed by the federal reserve bank plus a moderate commission. 
Some of them have been able to discount their paper below 
that rate because their own banks were holding high reserves 
and were eager to get business. Had the conditions been 
reversed, and had severe stringency been prevalent, they would 
have been able to demand accommodation from their banks 
based upon the rate charged by the federal reserve bank of the 
district. The effects of the federal reserve system upon the 
large business man, or the business man irrespective of size, 
who knows how and is able to make his paper coincide with the 
requirements of the Federal Reserve Act, have been already 
perceptible and important. The effect of the Act upon other 
borrowers whose paper is not eligible to rediscount has probably 
been very much less. In time it is to be expected that every 
borrower will get the indirect benefits to which he is entitled 
under the law ; but this is a matter involving banking competi- 
tion, and requiring a relatively long period for its application. 

The Federal Reserve Act, however, made provision for a 
system whereby the benefits of the law should be definitely 
conveyed to the public at large whenever circumstances would 
permit. This was found in the open market section (section 
14) of the law. As originally drafted, section 14 provided that 
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federal reserve banks might buy in the open market notes, 
drafts and bills of exchange of the kind which had been made 
eligible for rediscount. The provision was subsequently emas- 
culated so as to apply only to bills of exchange and cable 
transfers ; but the bills-of-exchange provision alone would be 
sufficient to insure a very large circle of transactions between 
federal reserve banks and the people at large, based upon the 
actual sale of goods, and without the intervention of any mem- 
ber bank. This provision was necessary from a strict banking 
standpoint for the purpose of enabling the reserve banks to make 
their rates of discount effective — that is to say, to insure the 
extension of rates similar to those which they themselves were 
charging. The abnormally low rates of interest which have 
prevailed in the United States thus far since the organization 
of the new system have made it less necessary to apply this 
plan than would otherwise have been the case. The Board, at 
all events, has not issued any regulations governing open-market 
transactions; and though the reserve banks have lately been 
officially informed that they have the power to proceed with 
such transactions without waiting for the Board, they have not 
acted on the suggestion. The open market provision therefore 
(except as it relates to municipal warrants, acceptances and 
bonds) has remained inoperative, and what will be done with it in 
the future remains to be seen. It is undoubtedly one of the most 
important provisions in the Act and forms the means whereby 
the benefits of the federal reserve system may, if desired and 
permitted, be carried immediately beyond the limited circle of 
banking customers without waiting for the slow effect of in- 
direct competition. One aspect of the question as to how far 
the so-called " small man " has obtained benefits from the 
reserve system, may be better understood from an analysis of 
the paper discounted by federal reserve banks, according to the 
size of the note. Such an analysis is presented in the table on 
page 602, and from this it is clear that loans of the smaller class 
have greatly predominated. A reason why this has been the 
case has been that up to date the business of federal reserve 
banks has been almost wholly with the smaller institutions 
among their members. In those districts where the rank and 
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file of the members were banks of small or moderate capitaliza- 
tion, the business of the reserve banks has been much more 
active than in those where the bulk of the capital was in the 
hands of a few very large banks. As is suggested by the table, 
the large banks have, to a considerable extent, stood aloof; 
partly, no doubt, because their reserves were high and they 
did not need to seek accommodation outside of their own vaults. 
It is, however, both an interesting and a regrettable fact in 
the present situation, that a certain number of the city banks have 
been inclined to regard the federal reserve banks as competitors 
of their own, likely to draw the country banking trade away from 
them, and consequently to be more or less quietly opposed in 
their operations. Coupled with this has been the fact that few 
well-managed city banks have been in position to require any 
assistance themselves. The consequence has been that the 
business of several of the reserve banks during the first year of 
their existence has been, to an extent that will probably never 
again be duplicated, confined to dealings with country banks in 
more or less difficult circumstances. There are exceptions to 
this statement. Some prosperous and able bankers, including 
a few who did not need any accommodation, have deemed it 
wise to become customers of federal reserve banks for the pur- 
pose of keeping the machinery in working order, or of showing 
good will, or of, incidentally, clearing a neat profit for them- 
selves, as in the case of one large bank which retired its inter- 
est-bearing clearing-house certificates by discounting at a lower 
rate with a federal reserve bank. These cases, although more 
or less numerous, are, however, as already stated, the exception. 
The efforts of the federal reserve system in the aggregate have 
therefore thus far been devoted largely to the relief of the 
small country institutions. This has been in many ways a ser- 
vice of exceptional merit. During the period from November 
16, 1 9 14, to October 1, 191 5, there have been remarkably few 
bank failures, as against the heavy crop of failures which has 
usually succeeded past periods of stringency and difficulty. 
Undoubtedly the federal reserve system has done well in pre- 
venting bank failures — how well would be only a matter of 
opinion even on the part of those intimately conversant with 
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the situation in each district. While recognizing this situation 
the student of banking will, however, naturally inquire whether 
in fact the federal reserve system in its future operations is 
likely to confine itself largely to dealing with hard-pressed 
members. In answering this question a great deal must depend 
upon the extent to which the banks enter the open-market field, 
and the extent to which individual business men consent to 
sell their paper in the form of bills of exchange available for 
purchase by reserve banks under the open-market section of 
the law. It will probably be some time before large city banks, 
heretofore in the habit of doing a substantial part of their busi- 
ness with country bank customers, consent to abandon this 
trade, even in part; and a still longer time before they will 
habitually resort to the federal reserve banks themselves. It 
will be a matter of education and also of development to induce 
them to do so. Meantime the federal reserve banks may look 
to open-market operations as a means of enlarging their busi- 
ness beyond the confines of mere assistance to members who 
find themselves obliged to seek aid. 

However this may be, the tendency of the reserve banks, 
under existing conditions, to deal largely in paper of small face 
value, is illustrated by the comparison already furnished which 
shows that nearly one-third of all paper discounted was in notes 
varying from $2500 to $5000; and nearly one-fourth was in 
notes between $1000 and $2500; less than nine per cent of the 
notes (taking August as a representative month) were over 
$10,000 each, while a substantial percentage of all was under 
$500. The comparison, moreover, undoubtedly affords a con- 
clusive reply to those who have alleged that the resources of 
federal reserve banks were being used simply for the promo- 
tion of the interests of city banks. 

IV 

One of the most loudly advertised elements of " banking 
reform " has been the necessity for an " elastic currency." 
During the panic of 1907, and again during the stringency of 
1914, great quantities of emergency circulation — whether clear- 
ing-house certificates or what not — were issued. When the 



No. 4] THE NEW BANKING SYSTEM 605 

Federal Reserve Act was under discussion, an undue proportion 
of the time was devoted to consideration of its provisions in 
relation to the currency. Experience thus far has unquestion- 
ably shown that the currency function of the federal reserve 
bank has been unimportant. It is true that federal reserve 
banks have obtained and placed in the hands of the public very 
nearly $135,000,000 of their own notes; but the bulk of this 
sum has been represented by gold and lawful money which has 
been deposited with federal reserve agents dollar for dollar. 
In all, the actual liability of the federal reserve banks for out- 
standing notes (protected by commercial paper) is only about 
fifteen million dollars. The figures just given — as well as all 
other evidence attainable — show that little element of " elasti- 
city" in the correct sense is to be perceived in the federal 
reserve notes up to date, notwithstanding the fact that the 
Federal Reserve Act contains practically every provision known 
to monetary science for forcing the notes back to their issuers. 
This state of affairs with regard to federal reserve notes is partly 
due to the fact that, during most of their life, the circulation 
was clogged by the Aldrich-Vreeland notes which had been so 
plentifully issued last autumn, and partly to the fact that the new 
federal reserve banks were organized upon the so-called "banking 
theory" rather than upon the currency theory, and that conse- 
quently they perform their service without necessarily involving 
the issue of notes. Furthermore, there is the general fact that 
the circulation of the United States is already too large, and is 
daily being added to by imports of money from abroad. The 
notes have been " elastic " in the sense that they could easily 
and promptly be obtained when the collateral for them was 
available, and had reserves been close to the legal level the 
notes would have been promptly sent home for redemption. 
But in actual practice, and judging solely from the superficial 
facts of the case, federal reserve notes have not thus far either 
served an important use or shown how they would act upon 
occasion. Indeed, there is much reason to hope that they 
would not have to be largely availed of in times of panic at all, 
but that the member banks would resort to the modern method 
of building up their reserves by calling for credit with the 
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reserve bank and by paying out of their own vaults in corres- 
ponding proportion the cash that they happened to have on 
hand. 

In practice, the issue of federal reserve notes has drifted away 
from the manifest intention of the Federal Reserve Act. The 
original purpose of the law was that of issuing notes only upon 
commercial paper rather than that of authorizing their issue as 
a kind of currency certificate. There is, however, no statutory 
prohibition to interfere with the withdrawal of collateral from 
behind note issues, provided a bank be willing to deposit an 
equal amount of money, the replacing of this same block of 
collateral for the purpose of obtaining an additional note issue, 
its withdrawal a second time and so on, so that reserve banks 
have been able at will to issue their new currency practically as 
a mere exchange for the worn-out legal tenders, undesirable 
silver certificates and inconvenient gold certificates of which 
member banks might desire to relieve themselves. To a very 
large degree, therefore, the federal reserve notes thus far issued 
have become simply currency certificates, and their flotation 
has nothing whatever to do with the question of elasticity in 
the currency. 

While, however, the reserve notes up to date have been 
largely a convenience, serving their real purpose as a credit 
currency chiefly in those districts where lending has been most 
active and where in the past the demand for notes has been 
more urgent than elsewhere, the experience that has been 
accumulated during the few months since the organization of 
the system shows that the notes will unquestionably meet the 
needs of the country in the event either of urgent necessity due 
to panic or of steady growth of business demand that calls for 
a large supply of currency. The Federal Reserve Board has 
provided for the printing of an adequate stock of notes, some 
$600,000,000 already having been manufactured, so that the 
total stock in hand is able to meet any requirements that are 
indicated or suggested by past experience. Moreover, the 
mechanism for the distribution of the notes has worked smoothly 
and expeditiously. There has been no delay in transmitting the 
notes to the points at which they were called for, and few unnec- 



No. 4] THE NEW BANKING SYSTEM 607 

essary formalities have been thrown around the process of ship- 
ping. The future of the federal-reserve note will depend a good 
deal upon that of the national bank note. The process of 
refunding the bonds upon which the bank notes are based has 
not yet begun, and under the provisions of the law relating to the 
purchase of bonds, it will not begin for some time to come. 
The length of time required to make a perceptible reduction in 
the volume of national bank notes will determine the period 
necessary to give to the federal reserve notes the quality of a 
genuinely elastic currency, and to secure their actual issue on 
the strength of commercial paper to an amount which will 
appreciably affect the total volume of the circulating media of 
the nation. 

A factor whose influence is yet to be determined is the so- 
called " federal reserve bank note," a kind of bank note to be 
issued by federal reserve banks when so disposed, based upon 
the bonds to be taken over by them from member banks. If 
many such bank notes should be issued the scope of the federal 
reserve notes would, of course, be correspondingly limited ; but 
there is as yet little reason to believe that considerable issues 
of such notes will occur. 

In the domain of note circulation, therefore, as in that of 
commercial paper, it must be said that the federal reserve 
system has barely made a beginning in the cultivation of the 
field opened to it. It has developed the machinery provided 
by the law, and has shown that such machinery is effective and 
adapted to the purpose. It has not been called upon for large 
exercise of the powers of this mechanism, but experience has 
made certain, what was already plain to students of American 
banking history, that a long period will be necessary for the 
complete carrying-out of the purposes of the Act in the sub- 
stitution of elastic credit notes for the present national bank 
notes. 

V 

In some ways the least satisfactory phase of the history of 
the federal reserve banks during the past year has been found 
in connection with the system of collecting and clearing checks. 
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The Federal Reserve Act provided for the transfer of reserves 
of specified amount from the member banks to the federal 
reserve banks, and it declined to make the notes either legal 
tender or available as reserves. The treatment of reserves and 
that of the note question are closely allied to one another, and em- 
body a logical policy. The underlying thought of the Aldrich 
or Monetary Commission Bill was that of providing a central 
institution whose currency should be legal tender and available 
as reserves, and which, therefore, would stand ready to convert 
the commercial paper of member banks directly into reserve 
money. The Federal Reserve Act declined to make the 
currency of the reserve institutions legal tender or to permit it 
to count as reserve. It, however, specifically authorized credit 
balances on the books of the reserve banks to be counted as 
reserves for member banks. The Aldrich bill apparently con- 
templated the maintenance of very small reserve deposits, if any, 
and the transaction of little or no checking business at the pro- 
posed reserve institution. That institution was to be a bank of 
issue, while the Federal Reserve Act contemplated the mainte- 
nance of regular balances on the books of the reserve banks, 
and inevitably the use of these balances in some way. The 
management and transfer of balances was to constitute the real 
staple of the business to be done. Accepting the latter point 
of view as being, in truth, characteristic of the federal reserve 
system, it is plain that the acceptance of this conception neces- 
sarily implies a sytem whereby member banks can transfer 
their credit balances to one another, or to whomever they 
choose. Moreover, the fact that the new reserve banks have 
been entrusted with the actual reserve deposits of the member 
banks in itself almost necessarily throws upon the former the 
duty of performing the work which was carried on by the latter 
under the older system. 

With all of its defects and errors, the older reserve system 
at all events fulfilled the duty of providing a system of exchange 
or remittances for banks throughout the country. The reserves 
carried in the form of deposits with other banks (reserve agents) 
were indeed at times made up largely of items that were in 
transit from one bank to another. If, under the new law, inter- 
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bank deposits could no longer be counted as reserves, the 
necessary consequence of this situation, it was thought, should 
be to transfer to federal reserve banks the remittance and ex- 
change functions, thereby relieving the member banks of any 
further necessity of keeping balances idle as deposits with other 
banks in cities, save in so far as relations with banks outside 
the system might require. This logical necessity, accepted by 
the Federal Reserve Act and embodied in the law, should have 
been accepted by the member banks at the outset, but, for a 
variety of reasons, numbers of them have not been well disposed 
toward the proposal. Many large city banks have foreseen that 
the effective application of the plan would almost necessarily 
result in loss to them of their country bank deposits, and al- 
though the wiser bankers have generally recognized that these 
deposits were productive of but little profit to them, many 
others have been reluctant to lose the advertising advantage re- 
sulting from the ability to publish large figures of deposits and 
to count many small banks on their list of correspondents. 
Country banks, in like manner, have recognized that a thor- 
oughly satisfactory collection and clearance system would mean 
a sacrifice by themselves of earnings from exchange charges^ 
which, in some cases, at least, amounted to considerable sums. 
Federal reserve banks, on the other hand, have in many instan- 
ces had the feeling that the taking-over of a full clearance and 
collection system would almost necessarily inflict upon them 
very heavy expenses, which, coming at a time before earnings 
had had an opportunity to develop, would necessarily have 
made their revenue much less satisfactory than it otherwise 
might have been. 

These considerations have all had their weight. It may be 
said in a word that, as a result of them, the federal reserve 
banks, instead of promptly and boldly developing their opera- 
tions along lines which had been provided for in the Act, and 
which promised a greater degree of success and service than 
perhaps almost any others, have been disposed to adopt a much 
more cautious policy. They have established in eleven of the 
twelve districts a voluntary clearance system, leaving it to 
member banks to adhere or not, as each might see fit, to the 
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clearing plan, and providing merely that if they did so, they 
should be prepared to accept at par, checks on other clearing 
banks, their own, of course, to be acceptable in like fashion. 
It was the theory of many persons that, with this provision 
enforced, economic pressure would drive non-clearing banks 
quickly into the system — a theory which assumed a much more 
active competition between banks than actually exists. Only 
about sixteen hundred banks have, therefore, voluntarily given 
assent to the new system. Yet the experience thus far obtained 
has plainly shown the greater serviceability, under American 
conditions, of the deposit credit as against the note-issuing in- 
stitution. The federal reserve banks themselves have dis- 
counted paper amounting at its highest point to about forty-five 
million dollars; they have issued notes amounting (net) to 
only eighteen million dollars on the corresponding date. It 
may be said roughly, therefore, that of their accommodation to 
customers not much over one-third has been extended in the 
form of note issue ; while the rest has been extended in the 
form of book credits, directly or indirectly. The comparison 
would be still more striking if we were to include warrants and 
other forms of investments purchased by federal reserve banks 
and included among their income-earning funds, but the other 
basis of comparison is undoubtedly that which is furnished by 
the business done for those who were entitled to carry accounts 
on the books of federal reserve banks — namely, the member 
banks of the system. The fact that, notwithstanding less than 
one-third of the banks of the system have adhered to the clear- 
ance plan, and -notwithstanding only about one-fifth have 
voluntarily joined it and undertaken to promote its interests, 
the accommodations extended by way of deposit credits amount 
to two and one-half times as much as those extended by note 
issue, is convincing testimony of the real character of the system, 
and of the kind of service it may be expected to render in the 
future. It should be added, moreover, that important work 
has been done in the development of the clearing principle 
through the adoption of a plan for a Gold Settlement Fund at 
Washington. Under the provisions of this fund weekly settle- 
ments between federal reserve banks take place, and to that 
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extent the shipment of ultimate means of payment between 
different parts of the country is avoided. The system has 
operated practically without the slightest obstacle or hindrance 
since it was first inaugurated, and has, during the months from 
June to November inclusive, effected the transfer of funds 
amounting in the aggregate to over $700,000,000. This has 
been done at a minimum of cost, the expense of operating the 
system at Washington being purely nominal, while the expense 
of the banks in transmitting their gold to the subtreasuries 
(which have held it for them, issuing gold certificates of ten 
thousand dollar denomination in exchange for deposits in the 
Gold Settlement Fund) etc. has likewise come to but a small 
sum, six of the banks being themselves situated in subtreasury 
cities, while the other six are not far distant. There is reason 
for hoping that by a gradual development the working of the 
principles embodied in the Gold Settlement Fund, as well as in 
the voluntary clearance system, may come to be recognized and 
accepted, and that when that result has been obtained, the spread 
of the clearance system will be so extensive as practically to 
include all of the member banks of the system. If such should 
be the case, the reduction of exchange charges throughout the 
United States to a basis of uniformity, and the elimination not 
only of unfair and excessive charges for such exchange, but 
also of the necessity for moving gold and lawful money from 
place to place, will have removed a very great burden once for 
all from the shoulders of the commercial community. 

VI 

One question inevitably and properly asked with reference to 
every governmental enterprise of a commercial nature is: Has 
the undertaking paid? With most governmental operations it is 
not possible to answer categorically whether a given service has 
" paid " or not. The federal reserve banking system is unique 
in that it may be subjected to either the general or the narrow 
test applied to governmental enterprises. Judged as a broad 
plan of insurance against stringency, banking breakdown, or 
panic, the verdict might be highly favorable and yet be coupled 
with an unfavorable verdict from the narrow standpoint of rev- 
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enue. The federal reserve banks are going concerns ; they are 
organized upon a commercial basis ; they pay commercial sal- 
aries. Consequently the tendency will be to judge them not 
only by the broad general test of service, but also by the more 
limited criterion of profit. This discussion is intended in gen- 
eral to apply the broader test, but it is also necessary to consider 
the matter in its more restricted aspects. 

The Federal Reserve Board has published complete tabulated 
returns showing detailed sources of income and expenditures 
for the period from the organization of the banks on November 
1 6, 1 9 1 4 , up to and including October 31,1915. These statistics 
show in general that the gross earnings of the system had been 
about $1,739,000, while the gross expenses of the system had 
been about $2,748,000. The current expenses have amounted 
to approximately $1,418,000. Later months show steady im- 
provement in earnings, but it may be roughly stated that up to 
date the system has covered current expenses, with a surplus of 
some $320,000, leaving its organization cost and its equipment 
outlay still to be written off. Some restriction should be made 
upon this statement, however, since a beginning has already 
been made by certain of the banks in writing off their organi- 
zation expenses, a proportion thereof being included as current. 
Thus three of the reserve banks which have been situated in a 
territory with a normal demand for funds, have not only cov- 
ered current and organization expenses, but have shown their 
capacity to earn dividends and surplus. 

In estimating the meaning of this statistical showing, the fol- 
lowing facts should be borne in mind : 

1. The period from November, 19 14, to October, 191 5, has 
been marked by exceptionally low rates of interest, and at times 
by great difficulty on the part of the banks in keeping their funds 
employed. The great release of reserves consequent upon the 
adoption of the Federal Reserve Act, and the extraordinary 
ease of money during the first half of 191 5, necessarily implied 
that borrowers would come in but small numbers to federal 
reserve banks, since they would not need much in the way of 
accommodation, unless federal reserve banks were prepared to 
compete actively with member banks by undercutting rates of 
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discount — already very low — established by the large corres- 
pondent banks and reserve agents of the cities. 

2. The federal reserve banks, although nominally opened 
on November 16, 19 14, were not in fact fully opened and ready 
for business until a good while after that. Even the regulations 
relating to the business they might transact were not fully issued 
by the Federal Reserve Board until some time after their or- 
ganization, with the sole exception of commercial paper, even 
that being early superseded by another. 

3. The first half-year of the new system has been very 
largely occupied in educating the member banks regarding the 
methods to be pursued by them in dealing with the federal 
reserve banks. Many of the latter have not been accustomed 
to rediscounting at all; few have thoroughly understood the 
process by which rediscounts were to be obtained from federal 
reserve banks. It has therefore been necessary to encourage 
member banks to affiliate themselves closely with their federal 
reserve bank, and to look to the latter for support and aid. 

4. Even as yet, owing to the unprecedented and anomalous 
conditions in Europe, it has not been deemed expedient to give 
to federal reserve banks their full income-earning capacity. No 
open market regulations have been issued, and the banks are 
confined largely to rediscounts offered them by their members. 
They are precluded from going into the open market and ob- 
taining earnings for themselves as circumstances may offer op- 
portunity through the purchase of commercial paper, their only 
field for such action being thus far in connection with the pur- 
chase of bankers' acceptances. 

For all these reasons, the first few months' results can not be 
taken as a representative period in judging the income-earning 
power of federal reserve banks. The non-partisan observer 
would almost certainly conclude that the banks have done re- 
markably well in meeting their current expenses, and in writing 
off some part of their organization charges. In fact, little more 
than this could have been expected of an ordinary commercial 
bank, so that it is fair to say that, judged even by the harsh 
test of practical money-making power, the federal reserve sys- 
tem has shown the capacity to succeed. 
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Analysis of the figures makes this more than ever certain. 
Examination of the statistics already furnished by the Board 
with regard to earnings and expenses, shows that there are at 
least three or four of the federal reserve banks in which the 
power to make dividends has already been clearly demonstrated, 
at least one of the institutions having both been conservatively 
operated, made its current expenses, and put by practically a 
full six-per-cent dividend for the period of operation. Other 
banks have advanced sufficiently far in the same direction to 
show that they can be operated on a profit-making basis ; and 
from them the fair conclusion is to be drawn that any success- 
fully managed federal reserve bank can do likewise. It is, of 
course, to be noted that there has been a distinction between 
federal reserve districts which were " self contained," and those 
that were said to be " borrowing areas." There is no basis for 
such a distinction ; but, on the contrary, when the open market 
powers bestowed by the Federal Reserve Act have been fully 
called into operation, there will be no reason why any federal 
reserve bank in any part of the country should not take advan- 
tage of investment opportunities by buying in the commercial 
paper market, no matter where located. Thus far, where 
member banks applied freely for rediscounts, earnings were 
large ; where they did not, earnings were small. The balance 
wheel to be furnished by open market operations has not been 
connected with the main body of the banking machinery. Let 
it once be so connected, and the question of earnings on the 
part of federal reserve banks will disappear. The banks have 
demonstrated a capacity not only to sustain themselves under 
the most difficult conditions, but, with normal demand for cur- 
rent funds, to make substantial dividends upon their capital. 

Brief reference has already been made to the accounts of the 
federal reserve banks on their expense side, when speaking of 
the subject of organization. The figures for actual expense bear 
out what was there said. The Federal Reserve Bank of New 
York today has a staff of less than sixty persons. The Federal 
Reserve Board at this writing has a staff of slightly more than 
fifty persons (including its own membership). In the matter of 
salaries opinions may somewhat differ. The board from the 
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beginning adopted the policy of saying to the federal reserve 
banks that it would not attempt to interfere with any reasonable 
adjustment of salaries that they might see fit to make. It 
encouraged them to pay moderate commercial salaries based 
upon the standard prevailing in the communities in which the 
banks were situated. In the main it can be said that federal 
reserve banks are operated upon a basis of normal salary pay- 
ments, comparing favorably with other institutions in their 
localities, though in some a much larger volume of business 
could be handled without anything like a proportionate increase 
in expenses. This may be explained by the fact that the banks 
expect the development of the business in question, and so main- 
tain a larger corps than would be necessary if they expected 
to continue upon their present basis of business in the future. 

VII 

What has been said thus far relates to a few of the more out- 
standing details of management, but no review of the first year's 
work of the new system which dealt only with details, however 
important, would be adequate. The general question of bank- 
ing leadership in the large sense must also be considered. 

The banks of the federal reserve system and of the nation as 
a whole have for more than a year been confronted by an un- 
precedented and difficult state of affairs in the management of 
the country's resources during a period the like of which has 
scarcely been witnessed in former financial experience. Though 
it has changed in aspect, this situation has increased rather than 
diminished in difficulty and its problems are not solely of an 
international type, for international conditions are reflected in 
domestic conditions. 

The reduction of reserve requirements which had been made 
in the Federal Reserve Act, coincident with the establishment 
of the new banks, released large funds which could be loaned 
at the will of their holders. Added to this was the great in- 
crease in loaning power produced by the organization of the 
federal reserve system itself, the combined banking resources 
of the nation making a great aggregate of fluid means which 
placed the country in a better position to accommodate borrow- 
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ers than perhaps ever before. Just emerging from the disturbed 
conditions which resulted from the opening of the war, the na- 
tion eight months ago found business in many sections depressed 
and lacking in initiative. It was the part of wisdom for federal 
reserve banks not to attempt to force their great volume of re- 
sources into use, and thereby to add to the extreme ease of 
money which existed throughout the United States. The indi- 
vidual member banks, however conservatively they might be 
handled, would be prone to follow this policy themselves ; and 
it was, therefore, seen to be the wiser plan that the reserve in- 
stitutions should conserve their strength against a time when a 
change of conditions would come upon them. Such a change 
is now rapidly making itself evident. 

The nation has entered upon a new phase of the financial 
situation which will call for new methods and new leadership. 
At the beginning of the struggle Europe took our goods and 
paid us by canceling our floating indebtedness on open account ; 
later our goods were taken and were paid for by the shipment 
of American securities, which were converted into means of 
payment through sales in the United States. At length there 
has set in a period in which Europe still desires to obtain our 
goods, but would do so upon a basis of credit accounts with 
the United States. The situation is one that presents unusual 
and perplexing problems of policy, and suggests difficulties in 
commerce, trade and industry that may cause hardship if not 
courageously and skilfully dealt with. An important part in the 
direction of the banking policy of the nation will rest with the 
reserve banks and their management. 

The new system must conserve the ultimate banking re- 
sources of the country for the liquid commercial transactions 
whose financing it was originally designed to carry. It must 
be prepared to supply accommodation at every point where 
possible friction or difficulty may occur, and to this end it must 
cooperate actively with member banks in rediscounting paper 
of suitable kinds wherever such action is necessary in order to 
meet a general public demand. It must, likewise, endeavor to 
encourage the member banks in the policy of conservative de- 
velopment and of caution with respect to unfamiliar operations, 
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as has been outlined. It must endeavor to safeguard with pe- 
culiar care the interests of the productive communities of the 
United States. The federal reserve banks are frequently spoken 
of, and correctly, as bankers' banks, but they are bankers' 
banks on the public and not on the private side. They are 
bankers' banks in so far as the bankers perform a public ser- 
vice ; they are not bankers' banks in so far as bankers are in 
search primarily of their own profit. They are bankers' banks 
in the sense that they work through bankers for the purpose of 
equalizing supplies of capital and rates of interest, and they are 
public in that they aid in conveying to the public — manufac- 
turers, merchants and farmers — all those benefits that result 
from united and uniform financial action. 

H. Parker Willis. 

Washington, D. C. 



